Forensic Accounting & Litigation Consulting Services by Beazley, Nancy
.NORTHERN ILLINOIS UNIVERSITY
Forensic Accounting & Litigation Consulting Services
.
A Thesis Submitted to the
University Honors Program
In Partial Fulfillment of the
Requirements of the Baccalaureate Degree











THESIS TITLE: Forensic Accounting & Litigation Consulting Services
ADVISOR: James Lahey ADVISOR'S DEPT: ACCY
DISCIPLINE: Accountancy YEAR: 1992
PAGE LENGTH: 22 BIBLIOGRAPHY: ILLUSTRATED:
PUBLISHED: NO LIST PUBLICATION:
COPIES AVAILABLE: original
ABSTRACT:
Until recently only a few people had ever heard of forensic
accountants, let alone used their services. Tougher business
competition, the increase in mergers, and losses due to fraud,
employee theft and other corporate white-collar crime have
increased the demand for forensic accountants. Litigation support,
also known as forensic accounting, has been practiced in accounting
firms for a number of years but it is, only, recently that it has
emerged as a growing source of income.
The extent of an expert accountant's role will depend upon the
stage, in the litigation process, in which the attorney retained
his services. The accountant may be recognized as either a
consultant or an expert witness who will testify at trial. In
either role, the accountant will give preliminary advice, identify
key documents that are needed for evidence, assist the attorney in




Forensic accounting includes all financial and accounting
analysis performed by a professional accountant to assist counsel
in connection with its investigation, assessment, and proof of
issues in a litigation proceeding. As a consultant or an expert
witness, a CPA must present a well-analyzed opinion that can be
firmly supported. A CPA can provide a trial attorney vital
assistance with the accounting, auditing, and financial aspects of
a lawsuit in an objective manner. Forensic Accounting needs to be
recognized as a discipline with its' own set of general,










Until recently only a few people had ever heard of forensic
accountants, let alone used their services. Tougher business
competition, the increase in mergers, and losses due to fraud,
employee theft and other corporate white-collar crime have
increased the demand for forensic accountants. Litigation support,
also known as forensic accounting, has been practiced in accounting
firms for a number of years but it is only recently that it has
emerged as a growing source of income.
The objective of this thesis is to explain an accountant's
role, either as a consultant or an expert witness, in the entire
litigation process. A definition of litigation consulting and the
.
types of litigation support engagements introduces the thesis. The
accountant will be retained as either a consultant or an expert
witness. Then, the engagement acceptance considerations that need
to be appraised prior to acceptance will be discussed. Next, the
accountant's role in determining the proofs of the case (ie.
liabilty, cause of damages, and amount of damages) will be covered.
Then, I will illustrate the ways in which an accountant can assist
the attorney throughout the litigation process. Finally, I will






What is Litiqation Consultinq?
There are a variety of definitions used to describe litigation
services. AICPA authoritive publications define litigation
services as those that are exempted from attestion standards.
Attestation Inter retation - A licabilit of Attestation Standards
to Litigation Services (AT Section 9100.48) defines litigation
services as those services that
"
involve pending or potential
formal legal or regulatory proceedings before a trier of fact in
connection with the resolution of a dispute between two or more
parties...". A "trier of fact" is defined as
"
a court,
regulatory body, or government authority, their agents; a grand
jury; or an arbitrator or mediator of the dispute". Another less
authoritative definition is found in the AICPA's Management
Advisor Services Technical Consultin Practice Aid NO.7:
Litigation Services. That definition is "any professional
assistance nonlawyers provide to lawyers in the litigation
process" .
Litigation consulting services differ fundamentally from the
CPA's purpose of attesting to the assertions of other parties. In
a litigation consulting service, the CPA develops any findings,
conclusions, and opinions. The scope of the work is determined by
an agreement between the CPA and the client. Generally, the work
is performed only for the use and benefit of the client.
Forensic accounting refers to the "application of accounting
principles, theories, and discipline to facts or hypotheses at




of accounting knowledge. The legal context is generally litigation
and applies equally to both civil and criminal litigation.
However, the primary focus of this report will be civil litigation
since CPA's predominantly work as experts in this area.
Types of Enqaqements
There are numerous types of litigation where an accountant's
assistance may be required. The expert accountant is primarily
needed to quantify the claim rather than work with the legal
aspects of a case. A CPA gives advice and aid in many types






















-Contract cost and claims
















-Market analyses (Wagner 2)
Enqaqement Acceptance Considerations
The CPA's Role - Consultant or Expert Witness
Whether a CPA is asked to act as a consultant or to testify as
an expert witness may have some bearing on the CPA's decision to
.
become involved in the litigation proceeding. The basic difference
between these two roles is the discoverability of the CPA's work by
the opposition.
As a consultant, the CPA will advise the attorney about the
facts, issues, and strategy of the case and he will not be called
upon to testify. A consultant's main purpose is to identify any
strengths and weaknesses of the case. A consultant's work is
generally protected from discovery by the opposition due to the
attorney work product privilege.
Often, A CPA is retained, initially, as a consultant because
the attorney can have the consultant's expertise without the
opposition knowing. However, once the CPA is assumed to be an
expert witness, all of his work becomes subject to discovery. For
.




writing. Under the attorney work product privilege, the
documentation that would have to be supplied consists of schedules,
memoranda, correspondence, work programs, time records, diaries,
billing information, and phone logs (Sloane 18).
The accountant's purpose as an expert witness will be to
render an opinion at trial. An expert witness should be able to
speak authoritively on the particular issue at hand because of the
knowledge, education, training, and experience he possesses in
accounting, auditing, and financial matters.
Conflicts of Interest
The most important engagement acceptance consideration is
determining whether there are any possible conflicts of interest
between the parties. A conflict of interest would exist if any of
the parties to the lawsuit or the law firms involved are former or
current clients of the CPA or his firm. Even when there is no
direct conflict of interest, generally, the CPA will refuse to
accept a litigation services engagement that is directly contrary
to the interests of an existing client. Other considerations with
respect to conflicts of interest include whether the position an
expert witness is supporting in testimony is inconsistent with
previous positions taken by him or his firm in other cases or in
audit engagements, and whether workpapers of other clients might be
subpoenaed for purposes of impeachment (Sloane 19).
A CPA will conclude, on a case-by-case basis, if there is a




firm, who are parties to the lawsuit. The factors to consider
include what type of confidential information about the former
client is in the possession of the CPA's firm, the length of time
since the party was a client, the length of time the party was a
client, and the issues of the case (Wagner 9). Once potential
conflicts of interest have been identified by the CPA, they should
be disclosed to the lawyer retaining him. The final decision,
about whether a conflict exists, should be made by the attorney and
his client.
According to Interpretation 102-2 of the AICPA Code of
Professional Conduct on Conflicts of Interest, as long as the
"
significant relationship is disclosed to and consent is
obtained from such a client.. .the rule shall not operate to
prohibit the performance of the professional service". However,
the attorney and his client may not be able to consent to the
conflict because, if it became known, opposing counsel could
destroy the basis of the attorney's case. Also, the credibility of
the CPA expert witness may be attacked if the opposing side finds
any inconsistency with the expert's opinion.
Engagement Timing & Staffing Considerations
The litigation process is often lengthy and the timing of an
engagement is dictated by the court calendar, judges, and the
lawyers. Therefore, litigation services engagements inflict
serious limitations on the expert witness' ability to plan his
work. The accountant must be able to respond to the stop and go
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nature of the litigation process. Prior to accepting the
engagement, the CPA must consider the impact that the whole
litigation process will have on his providing services to other
clients.
Litigation services engagements usually require extensive
partner and management involvement because expertise is required of
an expert who is formulating an opinion based upon the issues at
hand. The expert witness is the only one who will testify at trial
but he may use work performed by his staff, under his strict
supervision. The expert witness' credibility could be damaged if
he is unable to respond to questions because he is unfamiliar with
the issues and does not know how conclusions were attained. Also,
.
at trial, the opposing party may object to the expert admitting the
work, exhibits, and analysis created by his staff but used in
determining his conclusions.
Position on Issues
The expert witness CPA must try to not only understand his
client's position on the issues, but, also, believe in the client's
stance. If the CPA does not believe that the issues should be
litigated, he needs to discuss his skepticism with the attorney.
A CPA may discover that it is not cost-effective to go through with
the litigation or that the issues do not hold a solid base. The
attorney may suggest an alternative form of testimony that the CPA
will firmly support or decide not to engage the CPA. "Unconvincing
.




testimony at all (Berliner 16)."
Proofs
In order to claim damages, the plaintiff must establish three
interrelated proofs: liability, causation, and the amount of
damages.
Determininq Facts to Support Liability Arguments
The plaintiff must prove that one of its legal rights has been
violated by the defendant. The CPA can assist the attorney in
ascertaining certain financial facts that are necessary to
establish liability. The CPA will use the knowledge and experience
gained as an auditor or consultant to provide valuable insights.
In turn, the attorney will use the facts derived from the CPA in
proving his theories and arguments.
Usually, the accountant's role in the liability issue focuses
on whether financial statements were prepared in accordance with
generally accepted accounting principles (GAAP) or whether an
auditor complied with generally accepted auditing standards (GAAS).
GAAP issues often occur in securities litigation and in disputes
over the contractual purchase of a company. GAAS issues arise in
cases involving bankruptcy, which focuses on the liability of the
auditor who attested to the company's financial statements
(Carmichael 13). Often, the defendant fails to comply with both




Developing Damaqe Studies: Proving the Cause of Damages
In order for the plaintiff to be awarded damages in
litigation, the plaintiff must prove that the defendant's violation
caused injury to himself. An accountant may be called upon to
compute damages for the plaintiff or to analyze and evaluate the
plaintiff's damage claim.
In proving the cause of damages, the accountant relies on the
"but-for" concept. The "but-for" concept "...is the economic and
physical environment that would have existed 'but-for' the actions
of the defendant" (Carmichael 15). The accountant projects the
plaintiff's operations as though the defendant had not breached.
This step is often omitted because causation can be quite
obvious. For example, when an employee is physically injured on-
the-job and is not able to work for a period of time, it is
relatively easy to prove that his lost wages were caused by the
physical injury (Wagner 4). Once the cause of damages has been
established, the accountant can work on the third proof, proving
the amount of damages.
Developing Damage Studies: Proving the Amount of Damages:
A CPA will be retained to prepare or review a damage
calculation for the plaintiff. There are no set formulas to follow
when determining the amount of damages caused by the defendant.
Rather, damage calculation is a problem solving process that
requires creativity (Love 38) .




damages. The more common ways to measure damages are as follows:
-lost profits
-lost asset value





-lost sales value of a company (Wagner 5)
.
The preceding methods try to compute the difference between what
should have happened and what actually did happen.
The majority of commercial cases involve two types of damage
remedies: compensation damages and restitution. There are other
remedies available; however, these two types are generally sought
in commercial lawsuits.
Compensatory damages are monetary damages which compensate the
plaintiff, to the extent possible, for the actual loss sustained in
a civil suit or for lost expectancies arising from a contractual
breach. Damages are not recoverable for an amount beyond that
which the plaintiff can establish with reasonable certainty.
There are three components of compensatory damages that need
to be considered: loss of value, incidental and consequential
damages, and avoided costs or losses. In general, the loss of
value is the difference between the value of the promised
performance and the value of the actual performance rendered by the
breaching party.
The second factor of interest is comprised of incidental
damages and consequential damages. Incidental damages are damages
that arise directly ofout the defendant's ignorance.




of the defendant's violation.
The third factor occurs in a contractual situation and
consists of the costs or losses the plaintiff avoided as a result
of the breach. The plaintiff's recovery is reduced by any cost or
loss he has escaped. Also, plaintiffs are required to mitigate
their loss.
Compensatory damages involve general damages and "special"
damages. General damages are actual, out-of-pocket losses.
Special damages contain incidental and consequential damages and
are considered the "but for" losses. Special damages can be
computed in several ways but the most common approaches focus on
increased costs, lost profits, and a decrease in the value of the
investment.
Increased costs are an issue when the defendant's violation
caused the plaintiff to pay more for specific goods. The
difference between actual costs and the theoretical amount that the
goods should have cost is multiplied by the total quantity of items
purchased.
The lost profits method is the most common way to measure
special damages. Lost profits are equal to the difference between
the plaintiff's actual earnings and the earnings that the plaintiff
should have earned if the defendant had not breached. There are
three ways to determine lost profits:
-The Before and After Method. Compares the profits of the
plaintiff's company before and after the defendant's action.
The Yardstick Approach. Compares the plaintiff's operations to a
similar company or to the industry averages. This method assumes
that the plaintiff's company would have performed just as well as
.12
the similar company or the industry average.
-The Market Share Ap?roach. Considers the plaintiff's loss of
market share in terms of the number of goods it would have sold
under normal conditions and multiples this number by the expected
profit (Carmichael 15).
The most cost-efficient and reasonable method should be chosen
among the alternative approaches. By using a cost-benefit
analysis, the accountant can conclude whether a lawsuit is worth
pursuing.
The decrease in the value of the investment approach
determines the "going concern value" of the plaintiff's company.
Going concern value is the amount a willing buyer would pay for the
business and a willing seller would take. The amount of damages is
.
the difference between the going concern value before and after the
defendant's violation (Love 46)
.
Restitution damages are damages granted to a plaintiff in
order to prevent the "unjust enrichment" of the defendant (Love
40). Restitution allows a plaintiff to retrieve the value he gave
to the defendant. The purpose of restitution is to restore the
plaintiff to the position he was in before the contract was made.
Assistance Throuqhout the Litiqation Process
A litigation services engagement involves three phases:
pleadings, pretrial discovery, and trial. The purpose of pleadings
is to give notice to the defendant and to determine the issues of
fact and law that are being disputed. Pretrial discovery allows
.




relevant evidence from the other party. Evidence needs to be
shared in order to facilitate the presentation of the case and to
prevent any surprises at trial. A trial is the judicial evaluation
of the issues that are in dispute.
Assistance with Case Strateqy
A litigation consultant is called upon to assist the attorney
in determining whether to pursue a claim and the mechanics of
pursuing a claim. Under Rule 11 of the Federal Rules of Civil
Procedure, "attorneys have an obligation prior to signing any
pleading, to ensure that the action is being brought in good faith
with a reasonable basis in fact" (Sloane 20). An accountant can
provide an objective view about the facts. The accountant will
help the attorney comprehend and evaluate the accounting,
financial, and economic issues involved in the case.
Also, the
accountant will provide a basis for determining an estimate of the
amount of damages.
A CPA is retained to give the attorney an objective viewpoint.
The attorney expects the CPA to challenge his thoughts, suggest
alternative approaches, and determine the strengths and weaknesses
of the case.
Assistance with Discovery
This is the stage in which the CPA can provide the most
valuable service because this is when most of the CPA's work is
performed. The first discovery phase consists of interrogatories.
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Interrogatories are written formal questions directed towards the
opposing party, who must answer the questions in writing, under
oath. Interrogatories are used to expand the facts set out in the
pleadings and to identify individuals who know about the issues in
the case. The accountant's initial assistance may be in
formulating questions geared toward understanding the opposing
party's format and structure of the case. The CPA can also aid in
developing the attorney's interrogatories and in evaluating the
responses.
Requests for the production of documents usually follows
interrogatories. The requesting party identifies specific
documents and records that it believes are relevant to the case and
.
that are in the possession of the opposing party. The accountant
will assist in writing a document request which clearly identifies
specific documents, specifying the exact titles of the reports.
The requested documents will then be made available at the
requesting party's business or at his attorney's office. The CPA
will usually assist the attorney in reviewing at least the
financial and business records produced by the opposing party.
After reviewing each document, the CPA will determine the
completeness of the available documents and also which ones are
relevant to the case. Copying costs can become quite high during
discovery. Therefore, a knowledgeable CPA should be able to
determine the financial and business records that are necessary to
prove the case.
.
Depositions are the sworn testimony of a witness in which the
purpose of the testimony is to allow each party an opportunity to
elicit and further understand relevant facts of the case and to
determine weaknesses in the opposing party's argument. The
.
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questions and answers are transcribed, sworn to, and signed. The
deposition may be the most important stage during discovery because
most commercial litigation cases settle prior to trial. The CPA as
an expert can play many roles in this process.
The litigation consulting specialist can provide valuable
assistance to the attorney taking the deposition of any witness
involved in the accounting, reporting, internal auditing, or other
financial aspects of a business. Although the attorney is the only
person who can ask questions at the deposition, the CPA can
.
identify specific issues that should be asked to company executives
or accounting experts of the opposing side. The CPA will recommend
question that have two aims: "(1) to clarify what the opposing
expert did in his analysis and (2) to point out problems,
inconsistencies, and errors in the analysis" (Wagner 17). Usually,
the CPA will be present at the deposition. The CPA will interpret
the deponent's responses. The CPA can usually detect when a
witness has not answered in a fully responsive and complete manner.
If a witness fails to use any accounting or technical terms, he is
most likely uninformed about the issue and his weakness in this
area can be detected.
A CPA who will be a testifying expert witness will likely be
subject to deposition by. the defendant's attorney. Opposing
.




background, training, education, and work experience relevant to
the issues involved in the case. Also, deposition of the expert
witness allows opposing counsel an opportunity to, when apparent,
identify any weaknesses in which he may attack at trial. Another
objective the opposition will try to achieve is to find out what
opinions the expert is going to provide at trial. Therefore, the
expert witness must be fully prepared if he does not want the
opposition to impeach his credibility. A CPA's deposition
testimony must be consistent with his testimony at trial.
The deposition will center upon the CPA's opinions, the bases for
those opinions, the materials relied on, assumptions made in
arriving at his conclusions, any rejected analyses, and information
obtained but not used (Sloane 22)."
Analysis
After the discovery phase, a CPA will begin to investigate and
analyze the available documents in order to form opinions and
prepare his testimony. He will draw his conclusions by reviewing
the relevant facts and aspects of the lawsuit through discussions
with the attorney and review of all important documents,
workpapers, deposition transcripts, etc... The expert will
reevaluate the facts, make required assumptions, and draw his
conclusions.
The most common approaches used in analyzing the facts
include:
- defining the relevant markets and computing the market share
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restating or reconstructing the financial records
calculating the actual losses
developing profit and cost relationships
developing pro forma financial statements
preparing but-for lost profits models
preparing valuations of businesses and professional practices
(Wagner 20)
Direct Testimony/Expert ODinion
Prior to testifying at trial, a CPA must be declared as a
"qualified" expert witness in the field pertinent to the case.
Qualification occurs at the opening of direct testimony and
consists of the attorney asking a series of questions about the
witness's education, professional licenses, employment, academic
honors, publications, membership and positions in professional
.
societies, and cases in which the witness provided a testimony.
If opposing counsel ~hallenges the expertise of the witness,
the attorney may ask to examine him under "voir dire" to determine
his expertise or lack of it. The opposing attorney may move to
have the witness classified as unqualified to express an expert
opinion after this questioning. The CPA should be aware that the
opposing counsel will do almost anything to discredit the expert's
testimony.
However, successful challenges are rare because CPA's have
been regarded as competent in the financial/business world.
Defense lawyers tend not to question the expertise of accountants
and auditors, assuming they meet at least the minimum standards of
professional competance. "To do so may give the experts an
.




perhaps make a greater impression on the jury or judge, thus adding
more weight to their testimony" (Bologna 139) .
The purpose of direct examination in most litigation services
engagements is for the expert witness to present his findings,
conclusions, and opinions to the judge and jury. The expert will
supply an opinion on the utmost important issues of the case.
Those issues include the cause and amount of damages and the guilt
or innocence of the defendant (Wagner 26) . The expert's opinion
should be simple and clear so that it could be understood by a
layperson who has a reasonable amount of intelligence.
Cross-Examination
Cross -Examination is the phase in which opposing counsel
questions the expert witness and seeks to exploit weaknesses in his
direct testimony. The opposing counsel has three goals it wishes
to accomplish during the cross-examination. First of all, the
counsel wants to diminish the importance of the expert's testimony.
The second goal is to try to get the expert to testify in support
of the opposing position by providing a series of assumptions.
Finally, opposition will attack the opinion itself or show the
inadequacies of the expert's work in arriving at his opinion (Wells
151) .
The expert should not take this discrediting personally. As
Don Holmes, a partner in Ernst & Young's forensic and litigation
accounting group in Toronto, explains "...they really get to you -
unless you realize they don't really mean you any personal ill...
variety of services a CPA can provide in a litigation services
engagement. In 1985, the AICPA exempted services performed in





they're just going to rip the skin off you as nicely as they can"
(Banks 20). If an error is found, the expert should recognize it
and provide an explanation that does not contradict his
conclusions. The expert~s answers should be brief and given after
careful thought and consideration.
Applicable Professional Standards
There is confusion over which professional standards are
applicable to litigation support services primarily because of the
Statement of Standards for Accountant's Services on Prospective
Financial Information.
Currently, the general standards found in Rule 201 are the
only standards applicable at all times to litigation support
services. In addition, MAS Technical Consulting Practice Aid No.
7. Litigation Services, provides basic techniques and guidelines.
The four general standards are as follows:
-Professional Competence. Undertake only those professional
services that the member or the member's firm can reasonably
expect to be completed with professional competence.
-Due Professional Care. Exercise due professional care in the
performance of professional services.
-Planning & Supervision. Adequately plan and supervise the






-Sufficient Relevant Data. Obtain sufficient relevant data to
afford a reasonable basis for conclusion or recommendations in
relation to any professional services performed.
.20
AICPA MAS Executive Committee's Exposure Draft proposed three
additional standards that addresses the distinctive nature of
consulting services. That is, the practitioner concentrates on
client needs. These standards are established under Rule 202 of
the AICPA Code, Standards for Attestation Engagements, and include:
-Client Interest. Serve the client interest by seeking to
accomplish the objectives established by the understanding with
the client while maintaining integrity and objectivity.
-Understanding with Client. Establish with the client a written or
oral understanding about the responsibilities of the parties and
the nature, scope, and limitations of services to be performed,
and modify the understanding if circumstances require a
significant change during the engagement.
-Communication with Client. Inform the client of conflicts of
interest, significant reservations concerning the scope or
benefits of the engagement, and significant engagement findings
and events (Harper 3) .
.
These Statements on Standards for Attestation Engaqements are
applicable to litigation support engagements only in two cases.
The standards do not apply to litigation support services involving
a formal legal or regulatory proceeding before a "trier of fact" in
certain circumstances: when the service rendered is acting as an
expert witness; when the service given is acting as a trier of fact
or acting on behalf of one; when the accountant's work is subject
to analysis and challenge by both plaintiff and defendant; and when
an accountant is retained by an attorney to perform work under the
attorney work product privilege (Leeman 4). Since a consultant and
an expert's work are applicable with some of those circumstances,
the consultant or expert does not have to comply with the
.




There are professional standards that never apply to
litigation support services. These consist of:
-Generally Accepted Accounting Principles
-Generally Accepted Auditing Standards
-Statements on Standards for Accountant's Services on Prospective
Financial Information
-Statements on Standards for Management Advisory Services and
-Statements on Auditing Standards
However, if the litigation matter involves any of the preceding
standards themselves, then it may be necessary to conduct the
engagement in accordance with the particular standard.
Conclusion
Forensic Accounting/Litigation Consulting Services is a
growing source of income for most accounting firms. Forensic
Accounting includes all financial and accounting analysis performed
by a professional accountant to assist counsel in connection with
its investigation, assessment, and proof of issues in a litigation
proceeding (Carmichael 2). As a consultant or an expert witness,
a CPA must present a well analyzed opinion that can be firmly
supported. A CPA can provide a trial attorney vital assistance
with the accounting, auditing, and financial aspects of a lawsuit
in an objective manner. Forensic Accounting needs to be recognized
as a discipline with its own set of general, professional standards
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